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ABSTRACT

As the exchange rate, foreign demand, production costs and export promotion policies evolve,
manufacturing firms are continually faced with two issues: Whether to be an exporter, and if so, how
much to export. We develop a dynamic structural model of export supply that characterizes these two
decisions and estimate the model using plant-level panel data on Colombian chemical producers. The
model embodies uncertainty, plant-level heterogeneity in export profits, and sunk entry costs for plants
breaking into foreign markets. Our estimates, and the simulation exercises that they support, yield several
implications. First, entry costs are typically large, but vary greatly across producers. Second, there is
substantial cross-plant heterogeneity in gross expected export profit streams. Third, these large entry costs
make expectations about future exporting conditions important for many producers, so changes in the
exchange rate regime that are credible induce much more entry than those that are not. Fourth, however,
most of the entry and exit takes place among marginal exporters who contribute little to aggregate export
revenues. Finally, subsidies on export earnings have a much larger impact on export revenues (per dollar

spent) than subsidies that reduce the entry costs faced by new exporters.
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1. Overview

In developing countries, manufacturing sectors that respond to export stimuli are highly
prized. By making greater imports feasible, these sectors help to generate the traditional gains
from trade. They also stabilize domestic employment by venting surplus production in foreign
markets, and they may even generate efficiency gains through trade-related technology diffusion
(e.g., Westphal, 2001). But export supply responses are poorly understood. Seemingly similar
stimuli have given rise to very different export responses in different countries and time periods,
making it difficult to know whether the next devaluation or export subsidy scheme will generate a
surge or atrickle of new exports.

Severa micro explanations might account for the puzzle of export responsiveness. First, a
strong export response may reguire the entry of non-exporters into foreign markets. But to break
into foreign markets, firms must establish marketing channels, learn bureaucratic procedures, and
develop new packaging or product varieties. In the presence of these entry costs, expectations
about future market conditions can critically affect current behavior, and doubts about the
permanence of export promotion packages may discourage foreign market entry.*

Second, entry costs make firms’ export supply responses dependent upon their previous
exporting status. Firms that already export can adjust their volumes at marginal production costs,
while those that do not must bear the sunk costs of breaking in before any exports are possible.
These two margins of adjustment—volume and entry—have distinct determinants and lead to
different supply elasticities, so seemingiyitar industries with different degrees of foreign

market presence may respond quite differently to exporting stimuli.

! Start-up costs are the focus of the analytical literature on export hysteresis (Baldwin and Krugman,
1989; Dixit, 1989; Krugman, 1989).



Finally, even within narrowly-defined industries, firms are heterogeneous in terms of their
production costs and their product characteristics. Depending upon the distribution of these
characteristics across firms, there may be many firms poised on the brink of foreign market entry,
or just afew. Thus, when these cross-plant distributions of marginal cost and foreign demand are
unobservable, widely different export responses are possible under seemingly similar conditions.

In this paper we develop a dynamic optimizing model of export supply that captures each
of these micro phenomena, and we econometrically fit the model to plant-level panel data on
Colombian producers of industrial chemicals. We use our estimates to simulate export responses
to a shift in the mean of the exchange rate process. In doing so we quantify the roles of sunk
costs, exporting experience and firm heterogeneity in shaping export responsiveness. We also
demonstrate a methodology that should be relevant for other applications involving firms’
decisions to diversify into new geographic or product markets.

Our estimates imply that entry costs are large and variable across plants. Further, we find a
great deal of cross-plant heterogeneity in gross exporting profits. Most producers anticipate only
very modest profits from exporting, while a handful enjoys far more favorable foreign demand
and/or marginal cost conditions.

These features of the Colombian chemical industry shape the results of our policy
simulations. First, the fact that sunk entry costs are large makes expectations about future
exporting conditions important for many plants. Thus we find that a moderate shift in the mean of
the log exchange rate process induces sustained net entry by new exporters and rising export
volumesif producers view it as a credible regime shift. On the other hand, the exact same change

in the exchange rate process induces far less entry when producers retain their old beliefs about



the exchange rate process.

Second, profits for the major exporters are sufficiently large to keep them in the export
market under any reasonable policy scenario. So the foreign market entry and exit that takes place
is concentrated among small suppliers who have arelatively minor effect on export volumes. 1t
follows that, while expectations have a dramatic effect on the number of exporters, their effect on
the volume of exports is much more modest.

Third, policies that promote exports through per-unit subsidies generate far larger
responses per peso spent than policies that promote exports through lump-sum transfers for new
exporters. The reasons are that (1) exporters that need a subsidy to get into export markets are
almost always marginal suppliers; (2) these same exporters face relatively high entry costs, and (3)
large incumbent exporters, who account for most of the industry’s foreign sales are unaffected by
entry subsidies, but positively affected by volume subsidies.

Finally, because of the cross-plant heterogeneity in our data, our simulations imply
diminishing returns to sunk or fixed cost subsidies in terms of export revenues generated per peso
spent. This is because, as subsidy rates rise, entrants at the margin are increasingly less suited to
exporting and sell increasingly little abroad.

In addition to quantifying the micro phenomena behind export responses, our model of
exporting behavior makes several methodological contributions. First, because we use a dynamic
structural framework, we are able to estimate sunk costs in dollars rather than simply test for their

existence. These costs are critical to policy evaluation but they have rarely been estimated

2 Earlier studies of export market participation have focused on the null hypothesis that sunk costs don’t
matter, but have not been structural and thus havguaatified sunk costs (Roberts and Tybol®97a; Campa,
1998; Bernard and Jensen, 2001; Bernard and Wagner, 2001).
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because they can only be identified by their very non-linear effects on market participation

patterns. Second, athough we model producers as choosing foreign prices and export quantities,

we cast the estimating equations in terms of the variables that we actually observe—export

revenues and variable costs. We thus sidestep the usual problem that arises with plant-level

survey data of constructing proxies for prices and quantities from poorly measured variables.
The remainder of the paper has four sections. Section 2 develops an dynamic empirical

model of both the plant’s discrete decision to participate in the export market and it’s continuous

decision on the level of export revenue. Section 3 discusses econometric issues. Section 4

presents empirical results and section 5 discusses their implications for export supply response.

Finally, section 6 offers concluding remarks.

2. An Empirical M odd of Exporting Decisonswith Sunk Costs and Heter ogeneity

Our model of export supply is based on several key assumptions. First, products are
differentiated across firms, and the foreign and domestic market for each is monopolistically
competitive This eliminates strategic competition, but it ensuresdhalh firm faces a
downward-sloping marginal revenue function in each market. Second, producers are
heterogeneous in terms of their marginal production costs and the foreign demand schedules they
face for their products, so export profit trajectories vary across firms. Third, future realizations on
the exchange rates, marginal costs, and foreign demand shifters are unknown, but each evolves
according to a known Markov process. Fourth, firms must pay stochastic sunk start-up costs to
initiate exports. Finally, marginal costs do not respond to output shocks. This assumption implies

that shocks that shift the domestic demand schedule do not affect the optimal level of exports, so



it allows us to focus on the export market only.?

2.1  Grossexport profits and revenues

We begin by characterizing the export profit stream that firms earn once they have broken
into foreign markets. The magnitude of this stream depends upon things that shift the marginal
cost schedule, like technology shocks and factor prices, and things that shift the foreign demand
schedule, like foreign aggregate demand and the real exchange rate. We assume that marginal
costs and foreign demand are Cobb-Douglas functions of these factors, so that gross export

profits are log-linear in the same set of arguments:
In(my) = Wz + U8 + Yot + vy (D)

Herer, isfirmi’s gross operating profits in the export market during yélax 1, . . .n; t=1, ..
., 1), z is a vector of time-invariant, firm-specific characteristics that lead to differences in
marginal costs and product desirabiliyis the log of the real exchange rate arda time trend
that captures secular trends in factor prices, technical efficiency and foreign demand that are
general to all firms. Finally, v, is a stationary, serially-correlated disturbance term that captures
all idiosyncratic shocks to foreign demand and marginal production costs.

Controlling for the trend, export profits evolve over time with exogenous shoekard
v, . We assume that the exchange rate follows a first-order Markov process with normally

distributed shocks and we collect the parameters that characterize this process in the parameter

% The assumption appears to be reasonable for the industry, country, and time period we will study, since
some excess capacity was present. Estimates of average variable cost functions revealed little dependence on
within-plant temporal output fluctuations.

4 Some characteristics, such as domestic market size or capital stock, do change over time but including these as
time-varying state variables requires an increase in the complexity of the modd that makes it intractable.

5



vector 2, Because the profit function disturbance, v, , picks up unobserved shocks on both the
demand and the cost side, it requires aless restrictive specification. To allow for multiple sources
of shocks while keeping firms’ dynamic optimization problems tractable, we assume, thah
be represented as the sumrmomormally-distributed, first-order Markov processes, which we
collect in the vectorx, = (xﬁ,xif,...,xi’{‘)’ > This assumption implies that is normal and has a
stationaryARMA(m, m-1) representation. We collect the parameters that characterize the
distribution of x, andv,, in the vectoQ,.

Our data set includes information on export revenues but not on export profits, so we
cannot estimat¢’ = (Y ,,V,,V,) andQ, directly from equation (1f.To surmount this
problem we assume that firms incur no adjustment costs when changing from one positive level of
exports to another. Then short-run profit maximization implies the standard mark-up relationship
between priceR,) and marginal cosi): P, (1- Nt = C,, where); > 1 is a firm-specific
export-demand elasticity. Also, given our earlier assumption that marginal costs do not depend
upon output levels, we can multiply both sides of this relationship by output and re-write it a
simple expression linking exporting profits and exporting reveriggs (
m, = R, - Q,C, = n,'R, . Substituting Inq;*R, ) on the left-hand of (1) renders the dependent

variable observable up to the vector of firm-specific foreign demand elastigjtres,n; },

i=1,2,...n., which become parameters to be estimated.

®It would be strai ghtforward to alow for higher-order exchange rate processes in the same way that we
treat V;; . However to keep the number of state variables reasonably small we do not do so.

® Most plant- and firm-level data sets, including ours, lack information on the prices, export quantities, and factor
prices that would be necessary to identify marginal revenue and marginal cost schedules.
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2.2  Theexport market participation rule’

Because we have used a logarithmic functional form for equation (1), gross export profits
are always positive. Nonetheless, firms may choose not to export for several reasons. First, firms
that aren’t already exporting face the sunk start-up costs of establishing distribution channels,
learning bureaucratic procedures, and adapting their products and packaging for foreign markets.
Second, exporters incur some fixed costs each period to maintain a presence in foreign markets,
including minimum freight and insurance charges, and the costs of monitoring foreign customs
procedures and product standards. We now characterize firms’ exporting decisions in the face of
these costs.

Denote the fixed costs of exporting - &, wherel'¢ is a component common to all firms
and &, captures all variation in fixed costs across firms and time. Also, iif'tiven did not
export in period-1, assume it must pay the additional start-up cad%®s,+ &, - &, , Wherel'gis
a vector of coefficients on the fixed plant characteristicand ¢, = (&, ,&,,) is a vector of firm
specific shocks that is normally distributed with zero mean and covariance fatFrllowing
Rust (1988), we assume that each compones}, of s serially uncorrelated and indepeqdent of
ande, ®

Finally, define the binary variabje to take a value of one during periods when the firm
exports and zero otherwise. Then, denoting the gross profit function in equatiorr((k),.l®; e,

t), and assuming that all sunk costs are borne in the first year of exporting, net current export

"Dixit (1989), Baldwin and Krugman (1989) and Krugman (1989) devel op theoretical models that characterize
export market participation decisions in the presence of sunk entry costs. Our representation of the decision to export isa
variant of their basic framework.

® These are Rust's (1988) conditional independence assumptions. They substantially simplify the numerical
solution of the firm’s dynamic optimization problem. Note that the egrotan also be interpreted as the managers’
transitory optimization errors when choosing export quantities or prices, as well as variation in fixed and sunk costs.
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profits accruing to the i™ firm in year t may be written as:

n(Xit’ Z, €, t) - e + &g if Vi = 1 and Yiig= 1
u(et! Xit’ Zi! t! yit! yitfj_’ Sit) = Tc(xit’ Zi’ et’ t) B 1—‘F B 1—‘SZI + 82it If yit = 1 and yit*l = O (2)
0 if Y, =0

Note that net profits depend on the firm’s export participation in the previousygahecause
that determines whether it must pay the sunk entry costs to export i? y&haus the return to
becoming an exporter today includes the expected value of being able to continue exporting next
period without incurring start-up costs, which in turn depends upon the perceived distribution of
future gross exporting profits (e.g., Dixit, 1989).

We shall assume that each period, prior to making their exporting decisions, firms observe
the current period realizations on the arguments of their gross profit function,(4), and X, .
These variables all follow first-order Markov processes, so they provide all the information
available at timé on the possible future paths for gross exporting profits. Suppressing
subscripts, at tim8 a firm that maximizes its discounted expected profit stream over a planning
horizon ofH years will therefore choose the sequence of decision rules
Y = {y, = ¥(€, %, Z LY, 1 & 6)}; o that solves:

H

ma

YX EO{Z 8'u(e, X Z LY Yp & O)) (3)
t=0

HereE, is the expectation operator conditioned on information available aDtins a discount

° Equation (2) implies that firms completely lose their investment in start-up costs if they are absent from the
export market for a single year. Earlier studies suggest that these investments depreciate very quickly, and that firms which
most recently exported two years ago must pay nearly as much to re-enter foreign markets as firms that never exported
(Roberts and Tybout, 1997a). In light of these findings, and given that more general representations make structural
estimation intractable, we consider (2) to be a reasonable abstraction.
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factor 0 < d < 1, and 6 isthe parameter vector 8 = (W, -,[,Q,,Q,,Q,).
To characterize the decision rule y(-), note that expression (3) is equal to the value

function that solves the Bellman equation:

Ve, X, zt,Y, 1, & 0) = ytef?%fl}[u(e,)g, ZtY, 1, Yo 0) + SEV(e, X, 21, Y, 0)], (4

where EV, isthe expected value of V,,, over the future paths of the state variables e, x, and ¢

EV(e, X,z t, Y, 0)= ()

fehl th+1 fshl Vt+1(et+1’ Xt+1’ zt, yt’ € e)dFex(et+1’ Xt+1’ |e’ Xt ’Qx’Qe)dFs(shl |Qs)’

and dF,, and dF, are the conditional distribution functions for the period t+1 values of the vectors

(e, X) and &, respectively.’® Thus the sequence of optimal decision rules satisfies:

Ve X, 2t Yoy & 6) = AGPAIUE X, 2L Yy Yo )+ OEV(E X, 2L Y, O] (6
Given the parameter vector 8 and our distributional assumptions for the exogenous state

variables (e, x;,, €,), equations (6) and (1) determine optimal foreign market participation

patterns and export profits for the i firm. Also the relationship M, = n; 'R, converts profits to

revenues. Hence, aggregating over firms, these three equations provide a framework for

19 This model satisfies the regularity conditions required for the existence and uniqueness of the value function:
time separability of the profit function, aMarkovian transition density for the state variables, and a discount rate less than
one. See Rust (1995), section 2.



assessing the roles of heterogeneity, sunk costs, expectations, and history in shaping export
responsiveness at the industry level. In the next section we discuss the econometric issues that

arise in estimating equations (1) and (6) with micro panel data.

3. Econometric | ssues

We will base our estimates on annual panel data describing all manufacturing plantsin the
Colombian chemical industry operating continuously over an 11 year period.™ For each plant and
year we observe a few fixed plant characteristics (z), total salesrevenues ( TR, ), total variable
costs (TVC, ), and export revenues (R, ). Given R, we can, of course, infer each plant’s discrete
decisions concerning whether to expagr).( Finally, we have time-series observations on the
real peso-dollar exchange ra&),(adjusted for the relevant export subsidies (Ocampo and Villar,
1995). We do not observe plants’ gross export profits, output prices, input prices, physical
quantities sold, or any direct information on the sunk and fixed costs of exporting.

Our objective is to obtain estimates of the parameter vectq, I', 'y, Q,, Q,, Q,)
using the likelihood function for observed trajectories of the endogenous varighlgs). ( By
equations (1) and (6. andR depend uporfe, X,Z,&) , where variables withbatibscripts
denote entire trajectories over the sample pertoel 1( ...T). However, both thg  and the
trajectories are unobserved, so to state the likelihood function in terms of our data we must take
the expectation of the joint density function for, R ,e,%,Z,&) ov (& , ). Expectations
with respect tog, are straightforward to calculate because these disturbances are serially

uncorrelated and independent(ef,z,R,e) . ButXhe trajectories are serially correlated and

MFirm-level datawould have been preferable but these were unavailable.
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related to (e,z, R) by equation (1). Matters are further complicated by the fact that we do not
see the export revenues that were available to plants in the years when they are were not
exporting. That is, R, is censored at zero wheny;, = 0.

To deal with these problems, we base the likelihood function on observed profits of
exporters, m* = n;'R*where R® isthe sub-vector of R for which R, is strictly positive. Then,

after taking expectations over &, the likelihood function for the i plant becomes:
L = [P(yilex.z.6)g(xIn"R"e.z,%,Q )h(n"Rle,z,¥,Q ) dx 7
X;

The product of the three components of the integrand is the joint distribution for y; , R*and x ,
conditioned on Z and e. (Theintegration over X; is mT-dimensional where mis the number of
state variablesin x.) The first component of this product, P(D), isthe conditional probability
for the exporting trajectory, Y, , based on the decision rule (6), after taking the expectation over
& . The second component, g( D, givesthe distribution for the exogenous state variables, X;,
conditional on the observed export revenue stream (among other factors). Note that because X is
serially correlated, export revenues in each year convey information on X, for all t. Thelast
component, h( D), which corresponds to equation (1), isthe density for profits from foreign
sales during the exporting years, given the exogenous conditioning variables. All three
components of the integrand in equation (7) depend on the profit function parameters (¥, Q,)
and the vector of firm demand elasticities, n, but only P( 00 dependsupon Ty, ', or Q..

Given the need for several layers of numerical integration (discussed below), it is not

feasible to obtain estimates of all of the parameters that appear in (7) from a one-step maximum
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likelihood estimator .*? To handle the complexity we proceed in stages. First, we estimate those
parameters that can be identified outside the model—the vector of firm-specific foreign demand
elasticities,] , and the parameters that govern the exchange rate pipcddsxt we estimate

the profit function parameter®(Q,) using the conditional densityn *R*|z,e,¥,Q,) . Then
using these parameters, we construct the plant-specific conditional densityrfdr phefit

shocks,g(x |n.*R*,e,z,¥,Q,) . Finally, takingH, Q,), n andQ, as given, we construct the
likelihood function for observed export market participation patterns and maximize this function
over [, I's, Q,). This approach limits the number of parameters we solve for in the
computationally-intensive third stage, which requires repeated multi-dimensional integration (see
equations 5 and 7). The costs of this approach are that, first, it is less efficient than single-stage
maximum likelihood, and second, it means that the standard errof%,fdg,(Q2,) based on the
information matrix from the final stage likelihood function are asymptotically biased downward.

We deal with the latter problem by constructing bootstrap standard errors.

3.1  Estimating demand elasticities and the exchange rate process
To estimate the vector of plant specific demand elasticities, we assume that each plant’s
demand elasticity is the same at home and abroad, maI,Zijng one minus thetotdio of
(domestic and foreign) variable production costs (JWQotal revenue (TR) by the mark-up
rule. Then, assuming that true variable costs are measured up to a zero-mean error by labor and

intermediate input costs, we estimaig{as a plant-specific average of the right-hand-side of this

12 For adiscussion of the computational burden of dynamic discrete choice models, see Rust (1995).
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., 1<t O TVC,O
expression across observations: (M)~ = > tzlEﬂ- WE . Discrepancies between estimated
t
and true elasticities will induce measurement error in profits and will be reflected inv,.  Given

our identifying restriction that € isindependent of X, and & trgjectories, there is no advantage to
estimating the exchange rate process jointly with other parameters. Hence, at this preliminary
stage we also obtain the parameters of the exchange rate process by fitting a smple AR(1)

process to macro dataon G-

3.2 Estimating profit function parameters
Next we obtain maximum likelihood estimates of the profit function. By earlier assumption,
the disturbance term of this function can be writtenas v, = ¢’x, where ¢= (L 1, .- 1)' isanm

by one vector of ones and the elements of X; follow normal AR(1) processes. We we write the

latter as:
Xit = MXit—1+ wit’ (8)

M, 0 - 00 m, O 00

. 0 0 . 0

0 A1 : 0 ¢ :
w. ~ N(O, =U 2 0 -0 2 0 13 Th
where &, ~N(0,Q), M= . _ op @d Q=g .. op- This

0 0 Af 0 - 0 4]

rendering of the AR(1) processes implies the parameter vector describing the evolution of the state
variables x;, is Q, = (M, Q). More substantively, assuming that each plant begins with arandom

draw from the steady state distribution of x;, it implies that the profit shocks v;, are distributed

B The assumption that the elements of w;; are orthogonal to one another isinnocuous. If they were not, we
could re-state the model in terms of orthogonal shocks by using a Cholesky decomposition of their covariance
matrix.
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N(0, Q1 - M2]%¢). Also, for dllk # 0, E[y v ] = ¢'M MQ{(1 - M) % and
E[v,v;]=00i# j (e.9., Chow, 1983). These relationships define the conditional density
h(n'R%| e,z,¥,Q ), which inturn provides a basis for estimation of the parameters

Y andQ .

Two final complications must be dealt with. First, we apply our estimator to the unbalanced
panel of observations for which exports are positive. But firms self-select into the export market
partly on the basis of 1, , so we need to correct for selectivity bias. In principle we could handle
this problem by maximizing a likelihood function based on (7) over the entire parameter vector 6.

However, as noted earlier, this approach is computationally very burdensome. We therefore use a
variant of Heckman'’s (1979) selection correction that amounts to includinsad#o in (1).

This variable is based on a simple reduced form probit equation that explains each plant’s
probability of exporting as a function of its strictly exogenous characteristics: location, business
type, and initial capital stock.

Second, firms that have just entered the export market and firms that are about to leave the
export market do not typically report a full year’s worth of export revelilde assume that their
reported values represent some fraction of the year drawn from a uniform distribution on the (0,1]
interval, and these fractions are independent across plants and time. Then we numerically integrate
them out of the likelihood function based h(h *R*| e,z,¥,Q )

Once we have obtained estimate¥’of2,, andn we can construct the conditional

W gM onte Carlo experiments confirm that this procedure does a good job of recovering true values for
and

X"

Brooks (2000) finds that, for a given plant, the first and final year of exporting data are significantly
smaller.
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distribution g(x |n'R%,e,z,¥,Q ) that appearsin (7). First, we use equation (1) and the data
to calculate the profit shocksy, = ¢'x, = n'R, - [qJ Ztu.e+y 2t] for all exporting years. Then,
collecting all of these observable redlizations on v, for the i™ plant in the column vector v, and

exploiting well-known properties of the multivariate normal distribution, we obtain:
g% IN'Re 7, ¥,0,)= gx b)) =N(2,, I8, £, -2,5305), ). ©)

Here X is the column vector obtained by stacking the year-specific x,'s, and representative blocks

of the matrices that appear in (9) are defined by:

z xx={ E(Xitxit+s1)}
> xv={ E(XtVivs ) =
z W:{ E(Vit Vit+s)}

{M#Q(l - M2
MEQU - M)} ang

rMBQU - M2}

Several features of the density (9) merit comment. First, although our notation does not
show it explicitly, the dimensions and compositiorbaf,  apd vary across plants with their
export market participation patterns. Second, equation (9) uses information on a plant’s observed
exporting revenue to extrapolate to non-exporting years, given the autoregressive processes
summarized by2, . Finally, if thei" plant never exports, we do not obserye  in any year so the
distribution of x; is unconditionaE(x,) = 0 andE(x x, )=%,, . This is the only case in whiEl,
is full rank; otherwise the constraint'x, = n;'R, - [qJ Ztue+u 2t] makes one component of

X, a deterministic function of the others in the exporting years.

3.3  Estimating sunk and fixed cost parameters

Having obtained! Q. n Q. and(xJn'R%,z,e¥,Q,) ,we estimate the

15



remaining parametersin 8 by maximizing the sample likelihood function based on (7) over (T, T,
Q.). Given our assumptions on the exogenous state variables&,, X ,and € , exporting decisions in
year t depend only upon exporting status in year t-1 and current year information. So, taking
expectations over &, the probability of the participation trajectory y; may be written as a product
of year-to-year transition probabilities, conditioned on the other variables:

T

P(y, | e,Xi, Zl,e) _ 1—[1 [P(yitzole’Xit’zi’yitflzo’e)(l Vi (L-Yii1) P(yit:()l et’ Xit’ Zi’yitflzlae)(l Vi) Vie-1)
t=

(10)

P(y,=1le, X2,V 1=1.6)"" " Py, =1l€, X, 7.¥, ,=06)"" Y]

(Equation A1.2 of appendix 1 provides the expression we use to calculate these transition

probabilities.) The likelihood function we use for our final stage of estimation is thus:

L(Me.Me,Q,)= [Il gj' Ply, le,x,z.019(x In;'"R*.e,z,¥,Q ) [x (11)

[EEN| ]

When evaluating (11), we integrate over X; trgjectories numerically. Specifically, plant by
plant, we sample x; realizations antithetically from g(x [n*R*,z,e,W,Q ), caculate the
associated probabilities, P[y, |e, x ,z,6], and average them.*®

Obtaining the transition probabilities themselves is more involved. To calculate them we first
evaluate EV (e, X, Z, t, ¥, 0) a ¥, = 1 and y;, = 0 using backward induction. Then we substitute

these values into right-hand side of the decision rule (6) aong with the net profit function (2), and we

16 Antithetic sampling is away to limit simulation error. It means that for each draw from the relevant density we
include its mirror image, ensuring that the set of draws used is symmetric about the true mean. See Rubinstein (1986) for
discussion.
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take the expectation of the implied y;, choice over €, . We repesat these calculations plant by plant for
each sample year, every time the likelihood function is evaluated. Further details are provided in
appendix 1.

Each step of the backward induction involves taking expected values over (e, ,,X,.;)
realizations, given (e, x,) . Earlier studies have performed this type of calculation by discretizing the
vector of state variables and calculating transition probabilities among each vector of values (Rust,

1988, Das, 1992). The problem with this approach isthat it involves a large number of calculations.

For example, with 3 continuous state variables and r different values per state variable, there are r?

points in the state space and r® transition probabilities involved in the calculations at each stage of the

backward induction. With a reasonably long planning horizon, approximation errors compound, and it

becomes necessary to use very large values of r. This “curse of dimensionality” led Rust (1997) to

develop an alternative approach. Instead of treating all possible combinations of values for the
discretized state variables as elements of the state space, Rust generates the state space with random
draws from the joint probability distribution for the vector of state variables. This solves the
dimensionality problem because increasing the number of state variables increases the dimension of
each point, but does not increase the number of points over which one integrates.

We adopt Rust’s (1997) approach in the present study. First, taking our estimates of
Q,andQ . as given, we dra@ points from the steady state distribution(ef,x,)  using antithetic
sampling. Thenusin@ , akd, once more, we calculat&thensition probabilities for
movements between all possible pairs of these points, thereby constructing a discrete analog to
dF((a[+l,>qt+l|e[,>qt ,Q.,Q X). Together, these points and transition probabilities allow us to perform

the integration at each step of the backward induction algorithm for calcu#ating
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4. An Application to the Colombian Chemicals Industry
4.1  Overview of the export patterns

Although our framework should describe any industry in which exporting is potentially
profitable for some firms, it is easiest to identify parameters in those industries which have many
exporters, and which exhibit substantial variation in the set of exporters over time. For these reasons,
we choose to estimate our model using data on the Colombian chemicals industry for the period 1982
through 1991, which is summarized in table 1 below. Our data set covers 62 major chemical
producers that operated continuously during the sample period.'” It was originally collected by
Colombia’s Departamento Administrativo Nacional de Estadistica (DANE), and was cleaned as
described in Roberts and Tybout (1996).

Note that the Colombian peso depreciated substantially in real terms during the sample period,
and that chemical exports simultaneously grew. The expansion was partly due to an increase in the
number of exporters, and partly due to increases in the magnitude of foreign sales at the typical
exporting plant® Colombian chemicals plants produced 35.00 billion ped236million US) worth
of exports in 1991, of which 29.94llion came from plants that were exportingli®84. So entry by
new exporters contributed 5.06 out of the 27.10 expansion. Also, of the 62 plants that existed during
the entire sample period, 18 exported in all ten years, 26 never exported, and 18 switched exporting

status at least once. So, although there were a number of switches, the data exhibit substantial

A more general framework would treat each plant as making simultaneous decisions to enter or exit
production and to enter or exit the export market. This would require us to model the sunk costs involved in setting up a
plant. In Colombia, most exports over the sample period came from the plants that were continuously in operation and
focusing solely on this group of plantsis a reasonable starting point that substantially simplifies the empirical modd.

18 The number of chemical plants remains fixed at 62 during the sample because we have excluded
producers who enter or exit to simplify the econometrics, so there is some potential for selectivity bias.
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persistence. This could be due to serial correlation in the plant-specific state variables, (x; ,x2) , or it
could be due to sunk entry costs, or some combination of both. Our estimates will shed light on the

relative importance of these different forces.

4.2  Firgt Stage Estimation: Demand Elasticity and the Exchange Rate Process
T |:| TV

Using (1) =T Zt T “@, we begin by obtaining plant-specific estimates of the
elasticity of demand. The smallest elasticity is 1.5 and the largest elasticity is constrained to be 20.
(Six plants were affected by this constraint.) More than 80 percent of the plants fall between 1.5 and
8.5, and the median elasticity is 5.0. Thus export profits at the typical plant amount to approximately
one-fifth of export revenue.”

Using data for 1967-1992, we estimate a smple AR(1) process for the real effective export

exchange rate calculated by Ocampo and Villar (1995).%° The coefficients (standard errorsin

parentheses) areé =.549 (.429) + 0.883 (.094) ., and ¢>=0.0043. The Dickey-Fuller test

statistic for stationarity is -1.93 and the critical value is-2.78 at a 90 percent confidence level. So,
although our point estimates suggest the exchange rate process is stationary, the usual problem with

test power prevents us from rejecting the null hypothesis of a unit root.

1 Goldberg and Knetter (1999) use data aggregated to the seven-digit industry level to estimate much
lower export demand elagticities for manufactured products. The discrepancy between their results and ours
probably traces largely to the fact that individual plantswithin a narrowly defined product category export close
substitutes for each others’ products.

2An AR(2) process fits the data significantly better, but the improvement is miher.g8 versus R=
.79), and the cost of adding an additional state variable to the model is substantial. Given that the focus of the
paper is hot on modeling the exchange rate process, we have chosen to keep this aspect of the model as simple as
possible.
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4.3  Second Stage Estimation: Profit Function Parameters

Next we use m, = f; 'R, to impute export profits and we estimate the profit function (1).
Exploratory tests using GMM estimators reject the null hypothesis that the error in the profit function
error, V,, , follows afirst-order process, but they do not reject the null that it follows an ARMA(2,1)
(see appendix 2). Thus we model the profit error as the sum of two AR(1) processes and use
maximum likelihood to estimate the parameters of the profit function ¥ and Q, = {Q, M} that
describe the evolution of the profit shocks.

The resulting parameter estimates are reported in Table 2. Recall that z is meant to capture
time-invariant heterogeneity in operating profits. We model these using a set of three size dummies
based on domestic sales in the pre-sample year. These dummies should proxy for both product quality
and marginal production costs at the beginning of the sample period. Our estimates imply that this
type of variation in not particularly important. (Experimentation with other dummies based on
geographic location and business type yielded similar results.)

On the other hand, the elasticity of export profits with respect to the exchange is 2.45 and
significant. Since the same elasticity describes responses of export revenues, it implies that
devaluations do more than simply revalue a fixed physical quantity of exports—volumes respond too.
The trend term, which picks up secular growth or shrinkage in foreign markets and/or in marginal
production costs, adds little. We caution, however, that both of these coefficients are identified with
only eleven years of data, so they may not be representative of longer time periods. Replacing the
exchange rate and the trend term with annual time dummies did not improve the fit significantly
(results not reported), so these variables appear to do a reasonable job of controlling for time effects

that are common to all plants. Put differently, barring spatial correlation, our assumption that the
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disturbances in equation 1 are not correlated across plants seems reasonable. Finaly, note that the
Mills ratio has the expected sign and is quite significant. Thisimplies that exporting firms enjoy
relatively favorable realizationson v, .

The parameters of the x;, process, Q,, are reported at the bottom of table 2. Each is identified
with plant-specific variation and thus is estimated with a good deal of precision. Both 4, and 4, are
less than one in absolute value and significantly different from zero. The variances, g, and ¢, areaso
significantly greater than zero. Thus, as suggested by the specification tests reported in appendix 2, it
would be inappropriate to treat the profit function disturbance, v,, as afirst-order process. Our

interpretation is that profit shocks arise from both demand and cost shocks, each with its own root.

4.4  Third Stage Estimates. Sunk Costsand Fixed Costs

Table 3 reports our estimates of (-, 5, Q) . Four I'y estimates appear in thistable,
corresponding to the four plant size quartiles we distinguish. We report two types of standard errors.
Thefirst, reported in column 2, is based on the information matrix for the third stage likelihood
function (11), and therefore is not adjusted for the fact that the first and second stage parameters are
estimated. The second, reported in column (3), is a bootstrap estimate that recognizes the estimation
of al the parametersin the model. # Although the bootstrap standard errors suggest that our third
stage parameter estimates are not significantly different from zero, thisimplication is misleading.

Their magnitude reflects the fact that, out of the 200 bootstrap samples, several contained very few

210 generate the bootstrap standard errors, we repeatedly draw random samples of 248 plants (with
replacement) from our data set of 62 plants. Each draw is an entire plant-specific trajectory for the variables that enter our
estimator. For each bootstrap sample we repesat all stages of estimation except the exchange rate process. Then we
construct the mean squared deviation of bootstrap estimates from the estimates based on our original sample of 62 plants.
We used bootstrap samples 4 times the size of the original sample because when only 62 plants are drawn we occasionally
get a sample with too few transitions in exporting status to identify all of the parameters. To correct for this differencein

sample size, we double the root mean squared deviations (i.e., weight them by /4 ) before reporting them.
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exporting plants and thus poorly identified (', 5,Q ). Nonetheless, as figure 1 demonstrates, all
of the bootstrap samples yielded I ; parameter estimates greater than zero. Further, the bootstrap
samples that yielded large [ ¢ estimates also yielded large estimates of 0, and T, . Thuswe

estimate the ratios of sunk costs to the noise in the profit function for entrants with much greater

rSl rSZ rSS rS4
UZg 0-28 028 025

precision. The vector ( ) is estimated to be (4.06, 2.27, 2.60, 1.81) and the
associated vector of asymptotic zratiosis (1.39, 2.76, 2.53, 2.55). So for al size categories except
the smallest, sunk entry costs are clearly greater than zero.

Turning to the parameter estimates themselves, note first that sunk costs appear to fall with
plant sizes, suggesting that big plants with large domestic market shares are in a better position to
step into international markets. (I, is the average export market entry cost among plantsin the
smallest size quartile, I'y, is the average entry cost for plants in the second quartile, and so on.) This
pattern could reflect existing contacts and distribution channels among large firms, the types of
products large firms produced, or to the mix of people they employ.

One advantage of structural estimation isthat it allows us to calculate the sunk costs of
entering foreign markets in currency units. Table 3 impliesthat, at a discount factor of 0.9, the
expected sunk costs of breaking into export markets vary from 108 to 242 million 1986 pesos,
depending upon which plant size category we are describing. In 1999 US dollars, these figures are
$730,000 and $1.6 million, respectively.

The fixed cost T'r estimate is very close to zero, and as already discussed, our bootstrap
distribution suggests that these costs are negligible on average. Recall, however, that fixed costs are

I'e - sﬁ , and our bootstrap distribution bounds o, above zero. So fixed costs are important at least

some of the time for some of the plants. Finally, note that o, is similar in magnitude and also
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bounded above zero by the bootstrap distribution, implying that sunk costs vary considerably across
plant, even after controlling for their size class.

Given that the estimation procedure involves several stages and repeated multi-dimensional
integration, we explored the sensitivity or our estimates to the fineness of the grid used for integration
over one-step-ahead realizations on exogenous state variables and the number of trajectories drawn
per plant for integration over x . Coefficient estimates varied roughly 20 percent with grid draws
and x; draws. However, this range of variation did not decline as we increased the number of grid
points and x; trgjectories per plant to the maximum values feasible with our hardware. (The maximum
number of grid points, G, we used was 300 and the maximum number of x trajectories per plant we

used was 50.)

5. Implicationsfor Export Supply
51 Profits, option values and transition probabilities
To explore the implications of sunk costs and plant profit heterogeneity, we calculate the

plant-specific gross expected value of exporting in year t before netting out sunk costs:

Vi = [[n(x.z.6.0- T, +
5(EV,(%,.Z.8.t, Y, = D - EVi(X,.7.&.t, Y, = 0))]@(&“&,%'4)%'

This expression has a current profit component (first line) and an option value component (second
line), which measures the value of being able to export next period without paying entry costs. Note
'[hat\7it is an expectation over the unobservable X, values, so it shows less cross-plant heterogeneity

than was actually present.
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The gross expected value of exporting for the first year in our sample (t=1982) is compared
with expected sunk entry costs, I g7 , plant by plant, in figure 2. Plants are sorted by sunk cost
category, then by ascending \Z,lggz . The circled lines in the figure are the sunk costs that are estimated
for each of the four plant types, where the type is defined by the plant’s size in the domestic market.
For the left-most group of plants, the ones with the smallest domestic output levels, the sunk cost of
entry (242million pesos) egeeds the gross expected export value for all the plants. This is also true
for the second group of plants, which faced a sunk entry cost ahilli®® pesos, but in this case
both the gross expected export value and sunk cost are lower than for the first group. Ignoring noise
in sunk costs and; 155, realizations, no non-exporter in either group would find it profitable to enter
the export market. For the remaining two groups of plants the profit heterogeneity is more extreme
and some plants have gross expected export values that are high enough that they would enter the
export market. For the largest plants, expected profit heterogeneity is substantial. Note that a single
plant stands out with exceptional export profits.

For several reasons, figure 2 should not be used to predict which plants will actually be in the
export market: it averages out noise in sunk costsXafgh realizations, and it provides no
information on plants’ prior export experience. To illustrate the difference that prior experience
makes, we construct the 1982 plant-specific transition piltiesh once again taking expectations
over X 1080 . Figure 3 shows the probability teath plant Wl remain an exporter, assuming it
exported in the previous year, and the probability élaat plant vt enter the export market,
assuming it did not export in the previous year. Plants are sorted in order of aéZggyaing . The
probability of remaining an exporter, once in, is above .8 for virtually all plants. That is,

P(\Z 1082 €14 1082 > 0) IS quite high for most plants. In contrast, the probabiligntefing the market
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PV 1062 T oZ +€4 105 >0) ismuch lower for virtually all plants, and below .1 for half of the plants.
Only afew plants have entry probabilities that exceed .5, indicating that the sunk entry costs are a
significant entry hurdle for most producers.

We now isolate the role of option values in determining export market participation patterns.
This component of \Z,lggz depends on the plants’ expectations of future market conditions and is
bounded by their sunk costs. To illustrate how important the option value is as a source of the plant’s
total export value, figure 4 plots current profit net of fixed cobts, , and total export value for each
of the non-exporting plants in 1982. The difference between the two curves is the option value. If
there were no sunk costs of entry, the option value would be zero and the two curves in figure 4
would be identical. The figure demonstrates that the option value is a large component of the total
value of the plant. In fact, in many cases the current profits that would be earned by being an
exporter are close to zero, so that the option value is the largest compoﬁgsgzof . Even among
firms with substantial current profits from exporting, the option valueastibunts for about two-
thirds of total export value. As expectations of future market conditions improve, the option value
term increases and can induce entry even if current profits are unaffected.

Total industry exports depend on both the number of plants exporting and the foreign sales
volume of each plant. Figureillustrates the distribution of export revenue for all plants982,
sorted by export revenue. The upper line, denoted by triangles, gives the cumulative export revenue
earned by the 25 plants that were actually in the export market in that year. Total export revenues
were approximately 6.3 billion pesos. Differences in the size of the exporters are obvious, with the
largest two plants accounting for almost half of the industry revenue. Figureilusisates the

predicted revenues that would have been earned by each of the non-exporting plants if they had been
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induced to enter the market. The cumulative predicted exports of the 37 non-exporting plants are
approximately 2.6 billion pesos. These plants would have increased industry export revenue by
approximately 41 percent if they had been in the market, but no one of the non-exporters would have

added more than severa percentage points by itself.

5.2  Simulated Effect of a Devaluation
The export supply response to a devaluation reflects adjustments on two margins: entry-exit
and output adjustments among incumbents. To quantify each type of response we simulate firms’
reactions to a permanent change in the exchange rate process that depreciates the steady state value
of the peso by 10 percent, leaving its variance unchafgéte regime shift takes place in period 1
and we track firms reactions over the following nine periods. Firms always begin period 1 in their
observed state, thereafter all realization ande are simulated. We calculate expected reactions by
simulating 300 exchange rate trajectories under each scenario and averaging each firm's responses.
The effect on the number of exporting plants is illustrated in the top panel of figure 6. The
first simulation, which we label “credible devaluation,” characterizes reactions when the regime
switch is correctly anticipated and believed by all plants. By this terminology we mean that all plants
use the correct new regime parameters for the exchange rate process when they formulate
expectations about future profits. Under this assumption we calculate an expected first-year increase
of 4.5 percent in the number of exporting plants. The expected number of exporters continues to

expand by a total of 12.2 percent over the nine-year horizon we simulate.

2 Thisis accomplished by increasing the intercept of the estimated autoregressive process for the log of the
exchangerate. Given the parameter estimates reported in section 4.2, the steady state mean of the logarithmic exchange
rateis .549/(1-.883) = 4.69. Using the relationships between the mean and variance of a normal and alog normal random
variable, atwo percent increase in the mean of the log exchange rate translates into a 10 percent increase in the mean of the
exchangerateitsalf.
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Figure 6 also shows expected responses to a “non-credible” regime switch in which producers
incorrectly continue to use the pre-reform exchange rate parameters in their evaluation of future
profit trajectories. Under this scenario there is virtually no response in the expected number of
exporting plants. Even after 5 years of experience with the more favorable exchange rate, no new
entry has occurred. This markedly different outcome is solely due to differences in expectations,
since gross operating profits evolve in the same way under both scenarios. Thus a substantial,
permanent change in the exchange rate process may not induce entry if firms view the outcomes as
transitory shocks generated by the old regime.

The effect of the same devaluation on the level of export revenue is illustrated in the bottom
panel of table 6. Here expected export revenues increase approximately 5 percent in the first year of
the new policy and approximately 37.5 percent over the nine-year horizon. The increase in total
export revenue is driven primarily by the expansion of the existing exporters and this is insensitive to
the perceived credibility of the exchange rate change. The difference in revenue growth between the
credible and non-credible devaluation is the result of the entry of the new exporters in the credible
regime. While there is significant new entry, the new exporters are relatively small and so they make

only a small contribution to total export revenue.

5.3  Alternative Policiesto Subsidize Exports
The case for export promotion policies is controvef$ilbnetheless, it is quite common to

find significant promotional regimes in place. In this section we shall ignore the question of whether

2 Those who advocate export promation (e.g., Westphal, 2001) argue that exports generate various
positive spillovers, while those who are opposed to export promotion (e.g., Panagaria, 1999) discount the
importance of these spillover effects.
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export promotion is desirable and address the positive quantitative issue of how effective various
types of promotion are in terms of their impact on export volumes.

Aside from currency devaluation, governments in developing countries and elsewhere have
used a variety of tools to encourage manufactured exports. (Panagaria, 1999, provides a critical
review.) In terms of value, the most significant ones are usually direct subsidies linked to plant’s
export revenue¥. Preferential credit and insurance are commonly provided by official export
promotion agencies and/or administered through the financial sector. Export processing zones
provide duty-free access to imported inputs that are subject to tariffs among non-exporters. Policies
that affect transport costs through the public development of port facilities do the same. All of these
subsidies increase the profits of plants once they are in the export market and thus tend to induce
volume adjustments among incumbent exporters, as well as net entry.

A second policy option is to directly subsidize the sunk costs that plants incur to enter export
markets® Matching grant programs that subsidize information acquisition or investments in
technology acquisition for export development fall under this heading, presuming that these are one-

shot start-up cosf8.Support for participation in trade fairs might also be classified as this type of

24 |n Colombia, the most important subsidy has been atax rebate that is proportional to foreign sales. This
rebate has been delivered in the form of negotiable certificates (Certificado Abono Tributarios) that recipients can
useto retiretheir taxes or sell on a secondary market. Other export subsidies have included a duty drawback
scheme (Plan Vallgo), insurance against exchange rate risk on dollar-denominated export loans (discontinued in
1977), and subsidized export credit (from PROEXPO). As Ocampo and Villar (1995) document, the combined
value of these subsides fluctuated between 16 and 27 percent of export sales for manufacturing overall during the
sample period. We use Ocampo and Villar’s real effective export excha@geestimate our model, so although we
do not isolate their effects, these subsidies are built into our analysis.

% Alternatively, creation of export trade groups that collect information on sources of demand and match foreign
buyers and domestic producers can also act to reduce one substantial cost of entry for new exporters. Information
deficiencies were identified as significant impediments to exporting by Colombian manufacturersin arecent survey. See
Roberts and Tybout (1997) for discussion.

Ppyrsell (1999) notes that such programs have gained popularity rapidly at the World Bank during the
past decade. “The justification for these projects is generally that there are exporting firms that would increase
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policy, given that it reduces the costs of establishing a foreign clientele. Sunk cost subsidies
encourage entry, but if they do not affect marginal production costs they should not affect export
volume decisions, given foreign market participation. Further, they also encourage exit if they are
available repeatedly to the same producer because they reduce the incentive to avoid re-entry costs by
remaining in foreign markets during unprofitable periods.

A third type of export promotion provides subsidies that are not directly tied to plants’ export
level but rather are flat payments designed to cover the annual fixed costs of operating in the export
market. The same types of policies that help to reduce entry costs can fall under this heading,
provided that regular expenditures are required to maintain foreign clients and/or adapt the product to
evolving tastes, technologies and characteristics of competing products. Unless they shift the marginal
production cost schedule, fixed costs subsidies resemble sunk cost subsidies in that they operate on
the entry-exit margin but not the volume margin. However, given that they do not affect the threshold
costs associated with exit and re-entry, their effect should be primarily on the number of exporters
rather than the long run rate of turnover among exporting plants.

Using our estimated model, we simulate each of these policy options. First we explore the
effects of a per-unit subsidy equal to 10% of their export revenue. Second, we simulate fixed cost
subsidies amounting to 10 million pesos and 20 million pesos. (The a\;érage vaRimition
pesos among the existing exporters in 1982.) Finally, we simulate a reduction of sunk entry costs by
50 million pesos, which given our estimated 08 to 242million pesos, amounts to a 20 to 50%

reduction in entry costs, depending on the plant type. In order to compare these policies, we

their exports and non-exporters that would start to export, but do not do so because they lack crucial information
and services, e.g., information on export markets, production techniques, packaging and delivery regquirements,
product standards, etc.” (Pursell, pp. 20-21)
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construct a benefit-cost ratio for each one by calculating the total gain in export revenue that would
accrue in each year and dividing it by the direct cost of the subsidy in that year.
Export revenues per unit subsidy (hereafter “benefit-cost ratios”) for the four policy options
are graphed in figure 7. Policies that subsidize fixed or sunk costs all generate benefit-cost ratios that
are less than one, varying from .11 to .57 in the first year after the change. In contrast, the subsidy
proportional to revenue has a benefit-cost ratio of 3.3 in the first year. The reason for this difference
is that revenue subsidies act directly on the exports of the largest exporting plants which, in turn,
account for a substantial increase in total market revenue. In contrast, the other three policies all act
exclusively on the entry-exit margin. All induce new exporters to enter, but because the new entrants
are very small and the policy provides no incentive for the large existing exporters to expand, the
overall impact on total market revenue is small. For example, the policy that reduces fixed cost by 10
million pesos generates a 14.8 percent increase in the number of exporting plants but only a 1.8
percent increase in total export revenue. Increasing the subsidy to 20 million pesos generates a 34.4
percent increase in exporters and a 3.5 percent increase in revenue. Both policies are relatively
expensive because they subsidize every exporter by the same amount, regardless of export volume.
Over time the benefit-cost ratios change as additional entry and exit occurs. The ratio for the
policy that reduces fixed costs by 10 million pesos trends upward over timecaediexne after five
years. At that point the total number of exporters has increased by 48.1 percent and total export
revenue by 6.7 percent. The higher subsidy of 20 million pesos also has a benefit-cost ratio that
trends upward over time as entry occurs but the ratio never exceeds .77. The reason for this is that it
encourages the entry of many more small exporters. The total number of exporters increases by 91.7

percent over 5 years and, while this generates a larger increase in export revenue, 10.4 percent, than
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the smaller subsidy, it also generates significant subsidy costs. The rate is so generous that many
small plants choose to enter and remain in the export market but generate o little revenue that they
do not cover the cost of the subsidy they receive.

Sunk cost subsidies also generate a gradual increase in the number of exporting plants, 17.0
percent, and export revenue, 2.8 percent, over the nine year simulation horizon. However, the
benefit-cost ratio for thistype of policy never rises above .65. The main reason for thisis that the
sunk cost subsidy is available to each plant each time it enters, so the government repeatedly pays the
entry costs of the same group of marginaly profitable exporters as they move in and out of the
market. Total turnover, the sum of the number of entering and exiting plants, doubles, from 5
plants/year before the subsidy to 10 plantsyear afterward, making this arelatively inefficient way to
generate export revenue. Finally, entry into the export market also affects the benefit-cost ratio of the
revenue subsidy policy. In this case theratio falls over time. This happens because the marginal
exporters drawn into the market by subsidies have relatively low demand elasticities, and thus

generate relatively little revenue per unit of subsidy received.

6. Summary

In this paper we develop a dynamic structural model that characterizes firms’ decisions
concerning whether to export and the volume of foreign sales among those who do. The model
embodies uncertainty, plant-level heterogeneity in export profits, and sunk entry costs for plants
breaking into foreign markets. We estimate the model with plant-level panel data on sales and
production costs among Colombian chemical producers. Then we use the results to quantify sunk

entry costs and export profit heterogeneity, and we conduct dynamic policy analysis.
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Our results imply that entry costs are substantial. Consequently, producers don't initiate
exports unless the present value of their expected future export profit stream is large. They also tend
to continue exporting when their current profits are negative, thus avoiding the costs of re-
establishing themselves in foreign markets when conditions improve. For example, we calculate that
plants exporting in yedrgenerally remain exporters in ydaf with probability 0.8 or greater. But if
these same plants were, for some reason, not to have exportedtjn/geafew would have
exported in year+1 with probability greater than .5. Further, for many plants the option value of
being able to export next year without paying entry costs substantially exceeds ¢heprofits that
they expect to earn by exporting.

Heterogeneity in plants’ marginal production costs and the foreign demand conditions they
face also affects their export sales volumes. In a typical sample year, the 5 largest exporters account
for 74 percent of total sales while most of the other 20 exporters contributed less than one percent
each. We calculate that the 37 non-exporters would have contributed even smaller shares, on average,
if they had entered. The major exporters find it profitable to maintain their foreign market presence
under any reasonable policy scenario, so almost all of the entry and exit that takes place is
concentrated among these small producers.

The export growth induced by a pro-trade shift in the exchange rate regime depends on the
volume response among existing exporters and the number and size of foreign market entrants versus
quitters. In our application, much of the response to a 10 percent devaluation in the expected steady
state rate comes from foreign sales growth among existing exporters. For example, after 9 years, a
credible 10 percent devaluation in the steady state expected exchange rate results in a 12.2 percent

increase in the number of exporters and a 37.5 percent increase in export revenue. The average
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incumbent exporter is 19.3 percent larger at the end of the period and the average entrant is 6 percent
larger. These results on the number of exporters depend crucially on the credibility of the exchange
rate change and the magnitude of sunk entry costs. When producers view the same exchange rate
realizations as generated by the pre-reform regime, the number of exporting plants increases by only
2.3 percent and the total increase in export revenue is virtually unchanged.

Finally, the effectiveness of export promotion policies depends upon their form. Subsidies that
are proportional to plants’ export revenues generate far more foreign exchange per peso spent than
policies that reduce the sunk costs of foreign market entry. For example, a 10 percent subsidy on
export sales generates 3.3 pesos worth of foreign exchange per peso spent by the government. In
contrast, a 50 million peso reduction in sunk entry costs (which amounts to a 20 to 50 percent
reduction in entry costs, depending upon the plant) generates only 0.1 peso worth of foreign
exchange per peso spent. The relative inefficiency of market entry subsidies reflects the fact that they
actonly on the entry/exit margin, and thus induce no sales responses among the dominant export
suppliers. Further, the producers wdre induced to enter by entry subsidies are generally marginal
suppliers.

In sum, sunk entry costs and cross-plant heterogeneity in cost and foreign demand conditions
significantly affect export dynamics. We have demonstrated how to characterize these effects
empirically using plant-level panel data on a few basic variables. While the parameter estimates we
report and the quantitative effects they imply are specific to the Colombian chemicals industry, we
believe that the forces we have documented are general, and that the methodology we exposit here

should be adaptable to other contexts involving market diversification .
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Appendix 1: Transition Probabilitiesfor Export Status
The likelihood function in equation (11) requires evaluation of transition probabilities for
export status. These in turn require us to calculate the optimal export decision in (6) and evaluation
of the expected future value EV, in (5). Let V,, V,, and V,,, respectively be the value from not
exporting in period t, from beginning to export in period t after not exporting in period t-1, and from
continuing to export in period t after exporting in period t - 1, each exclusive of transitory noise:

Vllit

n(X,z,6,t) - It + 6EV,(X,Z,6,t,¥,=1)

VlOit = n(xit’zi’et’t) - I - rs * SEVt(Xit’Zi’et’t’ yit:]') (Al.l)

Voir = 8EV (X2, 8,1, Y,=0).
We assume that the profit function errors (see equation 2), ¢; and ¢,, are independent normal random
£ £
variablesso that F. (6| Q) = ‘D(U—l)‘D (0—2) 2" Then suppressing plant (i) subscripts, the
1 2

probabilities of observing the different combinations of exporting statesin yearst-1 and t can be

written as functions of the normal cdf:

VlOt_VOt
P[yt:1|yt71:0] = P[th+s2t > Vm] =d S
g2
V.. -V
P[yt=1|yt71=1] = P[V11t+glt > VOt] =@ 11; .
gl
(A1.2)
V.. -V
Ply,=0ly, ,=0] = 1 - @| 2> ©
032
V.. -V
POl ;=1 = 1 - @ =
gl

27 1t does not matter that & and &, areindependent. Given avalue of y,., only one will affect plant profitsin year
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Once V,, V,, and V,,, are calculated up to the unknown parameters, maximum likelihood
estimation using equation 11 becomes straightforward. However, these expressions are difficult to
calculate because they involve the expected value of the period t+1 value function conditioned on

period t information. We begin by writing this expectation as:

EVi(& X, ¥y 0) = Y Emax(Vyy, ey Voa) + (L-Y)EMaX(Vig g +ex,1, V) (AL3)

where:

E,max(Vyg.1 €100 Vo) = Plea™>Vors = Vised Vi + E(Ealen.1>Vora = V)]
+ Pley s <Vt = Vil Vora
E,max(Vig.,1 €0 Vo) = Pleaa™>Vor1 = Viena [Viora + E(&axalea.1>Vors = Vigrd)]

+ Pley. 1 <Vt Vgl Vora

Then, since (&, &) IS bivariate normal, the conditional expectations above can be expressed as Mills
ratios, and the probabilities (conditioned on X, ;) can be obtained from the standard normal

distribution function, ®(-) :

(AL.4q) E,max (Vg T €0 Voy) =

V. -V V., .-V V. -V
[(D 11t+1 Ot+1 ], Vv . +GS 0 Ot+1 11t+1 D 11t+1 Ot+1
f)(t+1fet+l G, e ! G, Cu1
V., .-V
Ot+1 11t+1
O T . Vo JdF (%10 €,1% &)
el
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(Al.4b) E,max (Vg1 " €10 Voroy) =

V,o.1-V, Vv, .-V V,o.1~V,
[(D 10t+1 Ot+1 4V . +GS 0 Ot+1 "10t+1 D 10t+1 Ot+1
fiulfeul G, oot ? G, O
V, .-V
Ot+1 10t+1
F Vol ARG G X0 €)
g2

We construct  EV,(g, X, Y,,8) using the backward-induction algorithm described by Rust (1995).
Specifically, we assume that firms have afinite planning horizon of H years. In the terminal year

there are no future periods to consider so EV, (e,, X, VY,,0) is set to zero in (Al1.1), and each firm’s
exporting decision maximizes current payofi¢e, , X,z €, Yy, Yy-1,0) . Accordingly, for period

H-1, the expected value function is simply:

EVi-1(84-10 X4-1:Z, Yiu-1,0) = EH—l[maX u(ey, Xy, 2, Yu €y, yH—l!e)]

Y
where expectations are taken over bgth  gpd  conditioned on , as in (A1.4). Once the
expected value function for peritti1 has been calculated for each possible realizatiox,on , it

enters into the calculation of the expected value function for pElFddcan be calculated for each

possible realization ow,,_,

BV 2 (8121 X212, Yi2,0) =
EH_Z[max {U(eH_l,XH_11Z1 Y1 € Yu2,0) +0EV, (8 1, Xy 1,2, yH—l’e)}]
Yua

This calculation can be repeated, backing up one year at a time, until pefidis generates the

values needed f&f,,, V,,,, aMJ,  which in turn enter the likelihood function.
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Appendix 2: Specification Testsfor the Profit Function

1. Trend Stationarity

To establish whether profits are trend stationary we first conduct an augmented Dickey-Fuller
test using the specification:

In(m,) = @y + @, In(m, ;) + @A IN(T,_,) + QL+ v, (A2.1)
Here, asin our structural model, the intercept is allowed to vary across 4 size classes. Given that
there are no unobserved plant effects or random coefficients, this specification does not suffer from an
incidental parameters problem and the distribution of the test statistic is straightforward to obtain.?®
Specificaly, if we let n (the number of plants) approach infinity while holding the number of time
periods and the number of size classes fixed, the parameters are asymptotically identified by the cross-
sectional variation in the data and the GMM estimator of standard errorsis asymptotically correct
regardless of whether a unit root is present. The Dickey-Fuller test then amounts to a simple t-test of
whether H,:¢, = 0.

Results for the augmented Dickey-Fuller test are reported in Table A2.1.  Note that we can
reject the null hypothesis of a unit root, despite the relatively small coefficient on lagged profits. This
is because we use enough orthogonality conditions in our GMM estimator to obtain very precise
estimates. OL S estimates (not reported) are quite similar, but their standard errors are larger, and do

not permit usto reject the null of a unit root.

%8 Breitung and Meyer (1994) make this observation in asimilar context.

39



2. Order of the v, Process

To determine whether v, can be represented as the sum of two AR(1) processes (i.e., whether
m = 2 is areasonable assumption), we multiply both sides of equation (1) by (1-1,L)(1-A,L),
yielding an ARMA(2,1) expression for log profits, conditioned on a distributed lag in the exchange
rate and a trend:

In(m) = Boi + By IN( ) + B IN(M ) +B26 + By Beg, +Bet+ Y + MYy (A22)

HereY , = W t 0, isseridly uncorrelated and B”’s are functions of the various underlying
structural parameters. (Note in particular that B, = A, + A ,and B, = -\ \,.) Thisform of (11) can
be implemented using GMM estimators if the non-linear parameter constraints are ignored; doing so
allows us to perform a battery of specification tests without cumbersome programming. In particular,
the presence of second order serial correlation in the disturbances or the significance of athird lag on

profits would challenge the assumption m = 2.

Estimates of equation A2.2 arereported in Table A2.2. Note first that our results are quite
consistent with the stationary ARMA(2,1) processimplied by m = 2. Using Arellano and Bond'’s
(1991) tests for serial correlation in the residuals, the null of no first-order correlation is rejected with
a p-value of 0.062, but the null of no second order correlation is easily accepted (p-value 0.782).
Further, although the second lag on log profits is quite significant, adding a third lag to the equation
does not significantly improve the ft As an aside, it is worth noting that the coefficients on lagged

profits imply roots of 0.972 and -0.452, which are close to the roots estimated by applying maximum

likelihood to equation 1. (See table 2 of the text.)

% The coefficient on the third lag was -0.059 with a standard error of 0.053. These results are not
reported in Table A2.2.
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Table A2.1

Augmented Dickey-Fuller Regression (GM M)

Parameter Estimates
(Standard errors in parentheses)

@y (intercept 1) 0.188
(0.098)
Do (intercept 2) 0.398
(0.109)
Qo3 (intercept 3) 0.292
(0.102)
Poq (intercept 4) 0.522
(0.093)
0, (lagged profits) -0.043
(0.007)
@, (lagged change in profits) -0.298
(0.016)
@5 (trend) 0.034
(0.002)
1% order serial correlation test (2) 1.207

2" order serial correlation test (2) -0.087




Table A2.2
GMM Stage 1 Parameter Estimates®

Parameter Estimates
(Asymptotic standard errorsin

parentheses)

B, (intercept 1) -5.56
(1.37)

By, (intercept 2) 0.27
(0.15)

" (intercept 3 0.03
B (Intercept 3 (0.12)

By, (intercept 4) 0.12
(0.15)

B; (log profits, t-1) 0.52
(0.04)

B, (log profits, t-2) 0.44
(0.04)

B (log exchange rate) 0.63
(0.33)

B, (log exchangerate, t-1) 1.73
(0.36)

B (log exchange rate, t-2) -1.10
(0.47)

B (trend) -0.03
(0.02)

Millsratio 0.23
(0.09)

A, (imputed) 972
A, (imputed) -452
1% order serial correlation test (2) 1.87
2" order serial correlation test (2) 0.28

*The instrument set includes lagged values of export profits (two or more periods back), beginning of
period capital stocks, geographic location of the plant, 4-digit industry dummies, and time dummies.



Figure 1: Sunk Cost Parameter Estimates by Bootstrap Sample
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Figure 3
Effect of Export History on Current Export Status
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Figure 4
Option Value for Non-exporting Plants
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Figure 6

Percentage Change in the Number of Exporters and Export Revenue
Under a 10 Percent Devaluation of the Exchange Rate
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revenue gain per peso of subsidy

Figure 7

Revenue-Cost Ratio for Alternative Export Subsidy Plans
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Tablel

Colombian chemical Producers, ExportersVersus Non-exporters*

Year Peso Dollar Number of Number of Number of Real
Value of Value of Exporters  Entrants Quitters  Exchange
Exports®  Exports® Rate
1982 6.18 41.71 25 1 1 79.5
1983 8.60 58.05 30 6 1 80.5
1984 7.90 55.32 28 1 3 89.8
1985 11.79 79.58 25 3 6 102.2
1986 14.10 95.17 24 1 2 113.6
1987 15.40 103.95 23 1 2 113.7
1988 21.97 148.30 28 6 1 112.3
1989 20.62 139.19 27 2 3 115.2
1990 27.10 182.93 28 1 0 127.2
1991 35.00 236.25 30 2 0 121.1
Average 16.866 114.045 26.8 24 19 105.51

* Data describe the 62 Colombian producers of industrial chemicals continually observed over the period 1982-91.

a Billions of 1986 pesos (deflation done using manufacturing-wide wholesal e price deflator).
b Millions of 1999 dollars (conversion done at the official 1986 exchange rate and brought forward using the U.S. wholesale
price deflator).



Table2

Operating Profit Function Parameters (W and Q, )

Coefficient Sandard Error

y, (intercept) -3.034 (4.901)
v, (Sze dummy 2) -2.344 (0.852)
w4 (Size dummy 3) -0.899 (0.912)
v, (Sze dummy 4) -1.819 (1.124)
s (log exchange rate) 2.453 (1.104)
e (trend) 0.005 (0.063)
Millsratio 2.375 (0.591)
A, (root, x,) -0.502 (0.145)
A, (root, x,) 0.895 (0.051)
g, (variance, o, ) 0.366 (0.120)
g, (variance, m,) 0.763 (0.036)
sample size 293 observations

log-likelihood -351.714




Table3
Sunk and Fixed Cost Estimates

Parameter Estimate Standard errors Bootstrap
based on third standard errors
stage information
matrix
M 242.17 108.53 309.46
s 135.52 67.04 161.42
r s, 155.60 70.77 184.58
r s, 107.99 54.41 136.57
e 0.476 3.50 4.39
o, 58.03 32.54 64.37
o, 59.62 34.67 72.43
log-likelihood -129.67
(grid size = 100, number of simulated trajectories per plant =10)



